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SOME MORTGAGE AND LEASING ARRANGEMENTS 
FOR THE IN- TOWN MOTOR HOTEL 


N the past few years a new realestate investment has come into being -- the 

in-town motel-hotel or motor hotel. This operation is a cross between a 

tourist court and a downtown hotel. Motels expanded rapidly after World 
War II with the demand for inns along highways for the many travelers with 
automobiles. These motels attracted travelers with their convenience, econ- 
omy, and newness. There was and is no belihop and no parking garage atten- 
dant to tip, and no parking fee for the automobile. It was found, however, that 
the large majority of persons were not attracted to motels for a terminal stop. 
They were used for overnight stays along the way to a destination. Later, re- 
sort motels with restaurants and swimming pools were developed to attract 
more of the vacation travelers. In the postwar period there has been little ho- 
tel building, until very recently. In an attempt to get some of the terminal and 
resort trade, in-town motel-hotels are being built which provide more services 
than the motel but less than the hotel. They pay particular attention to getting 
the guest efficiently from car to room without an interception of bellhops, un- 
less requested, doormen, and garage attendants. They also have restaurants, 
cocktail lounges, swimming pools, and other services of the resort hotel. 


Of course, a big operation of this kind requires different financing than the 
average highway motel or tourist court. The latter can usually be privately 
owned and operated by the same person. The new trend toward large highway 
and in-town motor hotels has meant an increase in the investment, frequently 
to $3 or $4 million. This has required new financial and ownership arrange- 
ments. In this bulletin we would like to present a few of these arrangements 
that we have found in appraising large highway and in-town motel-hotels with 
200 to 400 units. 


It is not the easiest thing in the world to raise $3 to $4 million, especially 
for a motel. Lenders usually require a short pay-off period, 10 to 20 years, 
and lend only 50 to 60 percent of the appraised value. 


One of the likeliest sources for mortgage loans for this new competitor of 
the hotel and motel are insurance companies. In this connection a new mort- 
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gage policy has come to light in recent years. In the Appraiser, March 1960, 
it was revealed that Prudential has been making a few mortgage loans on 
income-producing property with participation clauses. These clauses stipulate 
that the lender is to receive a small percentage of the earnings, if and when 
they exceed agiven sum. This attempt on the part of insurance com- 
panies to hedge against inflation and the erosion of the purchasing power of 
their loan has come to our attention in a recent proposed in-town motor hotel. 
In this particular case the loan amounted to about 57 percent of the appraised 
value. In addition, there was a subordination clause requiring the borrower to 
pay the lender 10 percent of the annual room sales income in excess of 
$700,000, and 2 percent of the total food and beverage sales for the term of the 
mortgage. The estimated annual room sales, food sales, and beverage sales 
were as follows: 


Estimated annual room sales 
Estimated annual food sales 
Estimated annual beverage sales 


We have seen the statement that in-town moteFhotels are not sound in- 
vestments for mortgage lenders because the high land values in the midcity 
will require higher occupancy ratios to pay off. This would be true if these 
motel-hotels used as much land per unit as the highway motels, but our expe- 
rience shows that they do not. For example, we know of a $3,800, 000 highway 
motel in a good location with 304 units, swimming pool, restaurant, and cock- 
tail lounge on 871, 200 square feet of land, about 2,866 square feet per unit. 
A proposed in-town motel-hotel has 227 units on 69,000 square feet, or 304 
square feet per unit. The in-town location, near first-class hotels, enables 
the in-town motel-hotel to have a higher average daily room rate of about 
$12.90, while the highway location has one of $9.50. Although the lower value 
land is on the highway, about 50 cents a square foot, there is so much of it 
that the land cost per motel unit comes out to be $1,316 compared to the in- 
town $1,653 per unit. The economic principle to apply in this situation is that 
the good location enables higher rates to be charged, thus causing higher land 
values, and a profitable higher density use of the land. In the particular case 
in hand, the total investment per unit, land andimprovements, is higher, 
$13,815 per unit, for the highway location, than for the in-town location, 
$13,216, and the in-town location can afford a lower occupancy ratio than 
the highway location 


Suppose that we use the in-town motor hotel mentioned above for illustrat- 
ing the leasing arrangements with which we are familiar. The site is located in 
the midtown area of a large midwestern city. It covers 1.58 acres of land val- 
ued at $1,162 per front foot. The proposed improvements are 227 rental units 
in 5 and 11 stories with 4 elevators, ample parking, lobby and registration fa- 
cilities, 2 dining areas, an inside and outside cocktail lounge, swimming pool, 
and skating rink. The total value, by summation, is $3 million. 
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The first lease is similar to that found in hotel leasing arrangements. The 
lessee would pay a net rental of $239,000. The lease would run for 25 years 
with an option to renew for 10 years at the same rental. The lessor would 
pay half of the real estate taxes, while the lessee would furnish all furniture, 
fixtures, and equipment. An interesting part of the lease was that the lessee 
agreed, in order to assist the lessor in obtaining mortgage financing for con- 
struction of the motor hotel, to mortgage the furniture and fixtures as further 
security for the payment of the mortgage upon the real property owned by the 
lessor. The minimum rental was set and agreed upon in the following manner: 

Rates - Single occupancy $11-13 per day 
Double occupancy $14-16 per day 
70% single occupancy - 159 rooms @ $12 per day average $1, 908 
30% double occupancy - 68 rooms @ $15 per day average 1,020 
227 rooms 100% occupied $2, 928 
$2,928 per day + 227 rooms = $12.90 average daily room rate 100% occupied 
$2,928 per day x 365 days = $1,068,720 estimated 100% room sales 
$1, 068, 720 estimated 100% annual room sales x 80% estimated occupancy = $854,976 
$854,976 x 30% (rental basis) = $256, 492 
call $256, 500 estimated annual rental 
-17, 500 one-half real estate taxes paid by lessor 


$239, 000 estimated net annual rental($1, 052.80 per unit excluding 
furniture and equipment) 


A demonstration that this would bring a reasonable return on the develop- 


er’s investment can be shown in the following table. The investor in this case 
expects a net return of 8 percent for the first 25 years, but 10 percent during 
the next 10 years since tiere is some doubt as to whether the lessee would re- 
new the lease at the same rental. Until the lessee has been in business for 
some time he will not have enough operating experience to judge accurately the 
profitability of the enterprise. An estimate of the fair market value of the sub- 
ject property predicated upon the above-mentioned basis is shown as follows: 

First period - $239, 000 per annum (Inwood - 25 yrs. @ 8%) x 10.675 

Second period - $239, 000 per annum (Inwood - 10 yrs. @ 10% deferred 25 yrs. )x . 567 135, 513 


Reversionary value of land - $375, 300 (35 yrs. @ 8%)x . 0676 
Estimated value of real estate 


Estimated value of furniture, fixtures, and equipment furnished by lessee .... 
Estimated total value of real and personal property 


Another leasing arrangement requires the hotel chain or lessee to paya 
rental for the property including furniture, fixtures, and equipment, which will 
cover interest and amortization of principal on the developer’s mortgage, a 
yield of 6 percent on the land, and a yield of 12 percent on the equity invest- 
ment in the improvements. The lease is set up in this way so that the proper- 
ty will be ready for operation as soon as the lease is signed. A lower fixed 
payment is determined in the original lease for the period after the mortgage 
has been paid off. In this case assume a mortgage commitment of $1, 700, 000 
amortized in 20 years at 6 percent interest. In this particular instance, the 
rental would be $297,923 for the first 20 years, and would then be reduced to 
$162,539 for the next 15 years. Here is how these rentals would be computed: 











ia 
First rental period years 
$1, 700, 000 (mortga n @ 6% 20 years) + 11.470 (amount needed to amor- 

tize loan at ¢ years) 148,213 
$950, 000 (equity i t in improvements and furniture and fixtures) + 7.469 

(amount neede< im to return equity investment at 12% for 20 years) 

($3,025, 300 - ($375 + $1, '700, 000) = $950, 000) 127,192 
$375, 300 (land valu 6% yield in perpetuity 22,518 


Annual rental - first period - 20 years ($1,390 per unit inc. furniture & equipment $ 297,923 





Second rental perio 15 years: 
$1, 134, 200 (estimat nprovement value at 20 yrs.) + 8.559 (Inwood 15 yrs. @8%)$ 132,515 
$375, 300 (land valu b yield 30, 024 


Estimated annual rx d period - 15 yrs. $ 162,539 


Annual return on an short-lived items: 


$316,675 (furniture, fixtures, equipment) + 5.456 (10 yrs. 10% speculative rate, 
4% sinking fund rat Hoskold) 58, 042 


This arrange: t would also return the investor an overall8 percent on the 
value of the investment, plus its recapture. 


First period - $29" 


eturn on and of investment in short-lived items) 
$239 | per annum x 9.818 (Inwood 20 yrs. 8%) $2, 355, 152 


Second period - $16 39 per annum x 1.837 (Inwood 15 yrs. 8% deferred 20 

yrs)(11.655 - 9.818 = 1.837) 298 , 584 
Reversionary land valu: 25, 370 
Estimated value of rea state $2, 679, 106 
Furniture, fixturs juipment $58, 042 x 5. 456 316,675 


Estimated total va yperty inc. furniture, fixtures, and equipment $2, 995, 781 
$3, 000, 000 


In this insta lessor paid for and installed the furniture and fixtures, 
with the lessee having the responsibility for upkeep and replacements. Conse- 
quently, the les entitled to the return on and of his investment in the 
furniture and fixt luring the period of the mortgage. Since the lessor has 
his investment i e items returned, there is no further return required in 
the second period of fifteen years. 


It is importa remember that the real estate is inextricably bound with 
the business ope: The improvements are designed specifically for a 
motel-hotel, and 1 developer should lose one lessee, a new one would have to 
be another mots ‘tel operator. Therefore, the success of the real estate 
venture cannot | parated from the success or failure of the enterprise. 


The leasing ingements, and mortgage financing described would also 
seem to encourage the development of new in-town motel-hotels. The equity- 
mortgage loan wit irticipation in increasing sales provides insurance com- 
panies with more incentive to invest in this single-purpose realty, which they 
are somewhat hesitant todo. The leasing provisions provide the developer 
with an adequate : n, which should encourage the successful ones to build 
more of them. TI! provisions thus enable the hotel and motel operators to 
provide the trav« ynsumer with new and better accommodations. 














